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[N THE MATTER OF THE APPLICATION 
OF ARIZONA PUBLIC SERVICE 
COMPANY FOR AUTHORIZATION FOR 
THE PURCHASE OF GENERATING 
4SSETS FROM SOUTHERN CALIFORNIA 
EDISON AND FOR AN ACCOUNTING 
3RDER. 

DOCKET NO. E-01345A-10-0474 

STAFF’S CLOSING BRIEF 

[. INTRODUCTION. 

In Decision No. 67744, the Arizona Corporation Commission (“Commission”) imposed a 

noratorium on the acquisition of an interest in any utility generating unit by Arizona Public Service 

Zompany (“APS” or “Company”) prior to January 1, 2015.’ In its application, APS is requesting that 

he Commission waive that moratorium so that APS can pursue the acquisition of Southern California 

:dison Company’s (“SCE”) interest in Units 4 and 5 of the Four Corners Power Plant (“Four 

:orners”).2 APS is also requesting an accounting order that will: 1) authorize the Company to defer 

’or future recovery certain costs relating to the transaction; and 2) provide assurance that APS may 

:ontinue to recover the capital carrying costs, depreciation, decommissioning, mine reclamation, and 

Ither obligations that may arise with respect to Four Corners Units 1 - 3.3 

The Utilities Division (“Staff ’) for the Arizona Corporation Commission recommends that the 

:ommission waive the moratorium contained in Decision No. 67744 to allow APS to acquire SCE’s 

nterest in Four Corners Units 4 and 5, if APS so  desire^.^ However, Staff is not recommending that 

he Commission approve the acquisition itself, nor is Staff making any recommendation regarding 

Decision No. 67744 (April 7,2005), Finding of Fact 7 33, Attachment A, 7 74. 
Application at 4. 
Id, at 4. 
Exh. S-2, Furrey Direct at 4. 
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ivhether APS should purchase SCE’s interest in Units 4 and 5.5 

Staff further recommends that the Commission approve an accounting order with the 

x-ovisions discussed more fully in Section 111, infra. 

[I. STAFF RECOMMENDS THAT THE COMMISSION WAIVE THE MORATORIUM 
IMPOSED IN DECISION NO. 67744. 

The moratorium imposed by Decision No. 67744 requires APS to address the following five 

:riteria as part of any APS request for Commission authorization to acquire an interest in a utility 

;enerating unit prior to January 1,20 1 5:6 

a. The Company’s specific unmet needs for additional long-term resources. 

b. The Company’s efforts to secure adequate and reasonably-priced long-term 
resources from the competitive wholesale market to meet those needs. 

c. The reasons why APS believes those efforts have been unsuccessful, either in 
whole or in part. 

d. The extent to which the request to self-build generation is consistent with any 
applicable Company resource plans and competitive resource acquisition rules or 
orders resulting from the workshophulemaking proceeding described in paragraph 
79. 

e. The anticipated life-cycle cost of the proposed self-build option in comparison 
with suitable alternatives available from the competitive market for a comparable 
period of time.7 

Staff believes that the evidence introduced during the hearing in this matter demonstrates that APS 

)as adequately addressed the five criteria set forth in Decision No. 67744. 

ecommends that the Commission waive the moratorium imposed by Decision No. 67744. 

Accordingly, Staff 

A. Staff Believes APS Has Adequately Addressed Its Specific Unmet Needs For 
Additional Long-Term Resources. 

Staff believes APS has adequately addressed its specific unmet needs for additional long-term 

esources. Even if the proposed transaction is consummated, APS represents that it will require 

Tr. Vol. V at 1037-1038. 
Decision No. 67744 (April 7, 2005). 
Id. at Attachment A, 7 75. 
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another 545 MW of resources to meet its 2017 load requirements.* If the proposed transaction is not 

consummated, APS represents that its need for new resources could increase to over 1,500 MWs in 

2017.9 APS expects the proposed transaction to result in a net increase of 179 MW of baseload 

capacity which APS believes will provide protection against volatile natural gas prices as well as the 

potential loss of the Navajo Generating Station capacity. l o  

B. Staff Believes APS Has Adequately Addressed Its Efforts To Secure Adequate 
And Reasonablv-Priced Long-Term Resources From The Competitive Wholesale 
Market To Meet Those Needs And The Reasons Whv APS Believes Those Efforts 
Have Been Unsuccessful, Either In Whole Or In Part. 

Staff believes APS has adequately addressed its efforts to secure adequate and reasonably- 

priced long-term resources from the competitive wholesale market to meet APS’ resource needs and 

explained why those efforts have been unsuccessful. While APS acknowledges a variety of possible 

baseload generation resources as replacement options for baseload capacity, none of these resources 

were found to be suitable alternatives to the baseload capacity provided by Four Corners.” 

Specifically, APS notes that there is no existing market for a coal or nuclear resource that would be 

available to replace Four Corners generation on the necessary timeline.12 In addition, APS notes that 

a natural gas resource is not a suitable alternative to the proposed transaction because it is more 

costly13 and would increase APS customer exposure to natural gas price volatility by decreasing 

resource diversity. l 4  

The Arizona Competitive Power Alliance (“ACPA”) suggests that APS could not have 

adequately addressed its efforts to secure adequate and reasonably-priced long-term resources from 

the competitive wholesale market because APS failed to issue a request for proposals (“RFP”) in the 

competitive wholesale market to replace the energy capacity lost if Units 4 and 5 were retired. 

However, ACPA’s suggestion is wrong for several reasons. 

Exh. APS-8, Dinkel Direct at 12. ’ Id, 
l o  Id. 
’ I  Id. at 3-4. 
l2 Id. at 4, 13. 
l3 Exh. APS- 10, Rose Rebuttal at 23. 
l 4  Exh. APS-8, Dinkel Direct at 10, 13. 
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First, an RFP is not required under the Resource Planning and Procurement Rules.” 

rherefore, APS should not be expected to address the results of an RFP as part of APS’ efforts to 

secure adequate and reasonably-priced long-term resources from the competitive wholesale market. 

Second, APS has shown that an RFP is neither advisable in this instance nor likely to result in 

i d s  that compete with the savings that would result from the proposed transaction. For example, 

4PS witness Pat Dinkel testified that an RFP is not advisable because stalling the proposed 

;ransaction for the purpose of issuing an RFP would send adverse signals to SCE, the California 

Public Utilities Commission (“CPUC”), and BHP Billiton which may jeopardize important elements 

issociated with the proposed transaction. l 6  

In addition, APS witness Judah Rose testified that the chance of APS procuring power 

hrough an RFP that is a better value to customers compared to the proposed transaction is 

‘practically nil.”” Mr. Rose explained that recent bids in Arizona from existing combined cycle 

-Bcilities varied from approximately $533 per kW, $600 per kW, and $900 per kW.” Mr. Rose 

)pined that there has “never been a price as low as required to beat [the proposed transa~tion].”’~ 

Staff notes that while ACPA criticizes APS for failing to conduct an RFP, ACPA has failed to 

ntroduce any evidence whatsoever as to the value of any bids APS might expect were it to issue an 

XFP. In this regard, ACPA has failed to rebut the evidence proffered by APS. Staff does not believe 

.he Commission should require APS to issue an RFP in this instance. 

C. Staff Believes APS Has Adequately Addressed How The Proposed Transaction Is 
Consistent With APS’ Applicable Resource Plan. 

Staff believes APS has adequately addressed how the proposed transaction is consistent with 

4PS’ current Resource Plan on file with the Commission. APS represents that the goal of its 

‘esource plan is to maintain a balanced and diverse energy supply portfolio.2o If the proposed 

.ransaction is not consummated, APS expects that its reliance on natural gas as a percentage of its 

~~ 

l 5  See A.A.C. R14-2-705(B). See also Section II.D., infra. 
l 6  Tr. Vol. I11 at 392 - 393. 
l 7  Tr. Vol. I1 at 226. 

Id. at 173-174. 
l 9  Id. at 172-173. 

Application at 26-27. 
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energy supply portfolio would increase from 25% to 40% while its reliance on coal would decrease 

from 39% to 14%.2’ APS witness Pat Dinkel testified that tipping APS’ energy supply portfolio 

balance in favor of natural gas at the expense of coal would place APS’ customers in “far too great of 

a risk.”22 Accordingly, Staff believes that the proposed transaction is consistent with APS’ current 

Resource Plan because it helps to maintain a balanced energy supply portfolio. 

In addition to resource diversity, Staff also believes that the proposed transaction is consistent 

with the other key elements of APS’ current Resource Plan, namely financial sustainability, resource 

self-sufficiency, long-term planning for resource needs, and the need for f l e ~ i b i l i t y . ~ ~  

D. Staff Believes APS Has Adequately Addressed How The Proposed Transaction Is 
Consistent With Competitive Procurement Resource Acquisition Rules. 

Decision No. 67744 ordered Staff to schedule workshops on resource planning issues.24 

These workshops resulted in the Commission’s Recommended Best Practices for Procurement in 

Decision No. 7003225 which was later incorporated into the amendments to the Resource Planning 

and Procurement Rules that are codified in Title 14, Chapter 2, Article 7 of the Arizona 

Administrative Code (,‘A.A.C.”).26 

Under both the Recommended Best Practices for Procurement and the Resource Planning and 

Procurement Rules, a load serving entity may use a number of procurement methods for the 

wholesale acquisition of energy and capacity, including by bilateral contract with a non-affiliated 

entity, such as the proposed transaction between APS and SCE.27 However, these practice and 

procurement rules require load-serving entities to use an RFP process as its primary acquisition 

process for the wholesale acquisition of energy and capacity unless one of a number of listed 

exceptions applies.28 One such exception allows a utility to forego the RFP process if “[tlhe 

21 Exh. APS-8, Dinkel Direct at 11. 
22 Tr. Vol. I11 at 502. 
23 Exh. S-2, Furrey Direct at 10-15. 
24 Decision No. 67744 (April 7,2005), Attachment A, 779. 
25 Decision No. 70032 (December 4,2007). 
26 Tr. Vol. V at 1025. 
27 A.A.C. R14-2-705(A); see also Decision No. 70032, Finding of Fact 75.  
28 See A.A.C. R14-2-705(B) (“A load-serving entity shall use an RFP process as its primary 

acquisition process for the wholesale acquisition of energy and capacity, unless one of the 
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transaction presents a genuine, unanticipated opportunity to acquire a power supply resource at a 

clear and significant discount, compared to the cost of acquiring new generating facilities, and will 

provide unique value to the load-serving entity’s Staff believes that the proposed 

transaction meets this exception. 

1. Staff believes that the proposed transaction represents a genuine, 
unanticipated opportunity to acquire a power supply resource. 

California Senate Bill (“SB”) 1368, enacted on September 29, 2006, mandated that 

greenhouse gas (“GHC”) emissions rates for baseload generation sources must be no higher than the 

GHG emissions rate of a combined-cycle gas turbine power plant and directed the CPUC to establish 

an emissions performance standard (“EPS”) to enforce that ~bjective.~’ On January 25, 2007, the 

CPUC issued Decision 07-01-039 which established an EPS that, in part, precluded California load 

serving entities from making any “long-term financial  commitment^"^ in baseload fossil-fueled 

power plants such as Four Corners.32 

On January 28,2008, SCE petitioned the CPUC for a modification of Decision No. 07-01-039 

to exempt Four Corners from the requirements of the EPS.33 On October 14, 2010, the CPUC issued 

Decision No. 10-10-016 denying SCE’s request for an exemption from the EPS for Four Corners and 

denying recovery in rates of capital expenditures for Units 4 and 5 to be incurred beginning January 

1,20 12 and beyond.34 

~~ ~ 

following exceptions applies:”) and Decision No. 70032, Finding of Fact 75 (“Utilities should seek 
to use an RFP as the primary acquisition process. Exceptions may include the following:”). 

required to use an RFP process “[wlhen the utility encounters a genuine, unanticipated opportunity 
to acquire a power supply resource at a clear and significant discount when compared with the cost 
of acquiring new generating facilities that will provide unique value to customers”). 

29 A.A.C. R14-2-705(B)(5); see also Decision No. 70032, Finding of Fact 75 (utilities are not 

30 California SB 1368 (September 29,2006), section 2. 
31 See CPUC Decision No. 10-10-016 at pages 5-6 (“long-term financial commitment” includes any 

load serving entity investment in retained generation that “is intended to extend the life of one or 
more units of an existing baseload powerplant for five years or more, or results in a new increase 
in the existing rated capacity of the powerplant”). 

32 CPUC Decision No. 10- 10-0 16 at 5 .  
33 Id. at 7. 
34 Id. at 30. 
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On December 15, 2009, SCE sent a letter notifying the other co-owners of Units 4 and 5 that 

SCE could no longer maintain its interest in Units 4 and 5 beyond 201635 and offering the other co- 

owners the opportunity to purchase that interest.36 APS witness Mark Schiavoni testified that 

December 15, 2009 was when APS first learned that SCE intended to sell its interest in Units 4 and 

5.37 Mr. Schiavoni further testified that APS began negotiations with SCE for the purchase of SCE’s 

interest in Units 4 and 5 in January of 201038 and worked expeditiously to enter into an agreement 

with SCE by November of 2010 to acquire that interest.39 

Staff believes that the timing of the proposed transaction represents a genuine, unanticipated 

3pportunity for APS because APS had no control over the factors that influenced and precipitated 

3CE’s offer to sell its interest in Units 4 and 5.  Specifically, APS had no control over when SCE 

would sell its interest in Units 4 and 5 ,  if at all, and to whom. In addition, APS had no control over 

whether the CPUC exempted Four Corners from the California EPS. Although SB 1368 was enacted 

n 2006, uncertainty regarding its impact on Four Corners prevailed until the CPUC rejected SCE’s 

-equest for an exemption on October 14,2010. Until that decision was issued, it was at least possible 

.hat SCE could have maintained its interest in Units 4 and 5 beyond 2016. 

ACPA appears to suggest that the proposed transaction was anticipated because APS was 

iware that California enacted SB 1368 in 2006. However, this suggestion ignores the fact that APS 

lid not learn of SCE’s intentions with respect to Four Corners until December of 2009.40 Moreover, 

my suggestion that APS knew SCE had no choice but to sell its interest in Units 4 and 5 is belied by 

he fact that the CPUC did not definitively reject SCE’s request for an exemption from the EPS for 

’our Corners until October 14, 20 10. 

2. Staff believes that the power supply resource is being offered at a clear 
and significant discount when compared to the cost of acquiring new 
generating facilities. 

Tr. Vol. I1 at 3 10. i.5 

“Id .  at 288. ’’ Id. at 343. 
Is Id. at 345. 
”Id.  at 346. 
‘O Id. at 343. 

7 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Staff believes that SCE’s interest in Units 4 and 5 is being offered at a clear and significant 

discount when compared to the cost of acquiring new generating fac i l i t i e~ .~~ Specifically, the 

evidence shows that the proposed transaction is lower than the cost of acquiring new generating 

facilities in terms of: 1) the capital cost of the resource itself; 2) the levelized cost for the resource 

over the life of the investment; and 3) the resource’s total impact on system-wide revenue 

requirements over the life of the investment. 

From a capital cost standpoint, APS estimates that the capital costs associated with the 

purchase of SCE’s interest in Units 4 and 5 total approximately $626 million42 or about $847 per 

kW.43 On the other hand, APS estimates that the cost of constructing new combined-cycle natural 

gas facilities is a much more expensive alternative to the proposed transaction at a total capital cost of 

2pproximately $680 million, or $1,253 per kW.44 Once transmission costs are taken into account, 

4PS further estimates that the total cost of constructing new natural gas facilities rises to 

3pproximately $798 million, or $1,357 per kW.45 

From a levelized cost standpoint, APS projects that the proposed transaction will cost 

ipproximately $85 per kW over the life of the In the alternative, APS estimates that the cost 

lf  constructing new combined-cycle natural gas facilities with new transmission would be much 

higher at a cost of approximately $100 per kW over the life of the i n v e ~ t m e n t . ~ ~  

From a revenue requirement impact standpoint, APS estimates that the proposed transaction 

results in a system-wide revenue requirement that has a net present value that is $488 million less 

than the cost of replacing APS’ interest in Four Corners Units 1 - 5 with new combined-cycle natural 

pas facilities4’ 

APS believes that a combined-cycle natural gas facility is the most viable baseload generation 
alternative to the proposed transaction given the length of time needed to construct a new coal or 
nuclear facility and the intermittency or capacity limitations associated with renewable energy 
resources. Exh. APS-8, Dinkel at 4. 
Exh. S-2, Furrey Direct at 18. 

l3 Exh. APS-8, Dinkel Direct at 5 .  
14 Id. 
l5 Exh. S-2, Furrey Direct at 9. 
16 Exh. APS-8, Dinkel Direct at 6. 
” Id. 

11 

12 

Id. at 7. 
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3. Staff believes that the proposed transaction will provide unique value to 
APS’ customers. 

Staff believes that the proposed transaction will provide unique value to APS’ customers for 

multiple reasons. First, as noted above, the proposed transaction is projected by APS to result in a 

system-wide revenue requirement that has a net present value that is $488 million less than the cost of 

replacing Four Corners Units 1 - 5 with new combined-cycle natural gas facilities and $1 .OS billion 

less than the cost of investing in the environmental upgrades to keep Units 1 - 3 ~ p e r a t i o n a l . ~ ~  

Second, APS has shown that the proposed transaction provides additional value to customers 

because the price of coal as a fuel source is less volatile than natural gas. As stated earlier, if the 

zeneration at Four Corners is replaced by natural gas generation, APS’ reliance on natural gas as a 

?ercentage of its energy supply portfolio will increase from 25% to 40%.50 Staff believes the 

x-oposed transaction will help minimize the risk to APS customers caused by over-reliance on a 

jingle generation resource. 

Third, APS has shown that the proposed transaction will have the smallest impact on 

xstomer bills5’ If the proposed transaction moves forward, APS estimates that customer bills would 

increase by almost 4 percent by 2017 (7 percent if a carbon tax of $20/ton is imposed).52 In the 

ilternative, if Units 4 and 5 are retired and APS invests in the environmental upgrades to keep Units 

1-3 operational, APS estimates that customer bills would increase by almost 7 percent by 2017 (9 

3ercent if a carbon tax of $20/ton is impo~ed).~’ Moreover, if Units 1 - 5 are retired and replaced 

with new combined-cycle natural gas generation, APS estimates that customer bills would increase 

3y approximately 8 percent by 20 1 7.54 

E. Staff Believes APS Has Adequately Addressed The Anticipated Life-Cycle Cost 
Of The Proposed Option In Comparison With Suitable Alternatives Available 
From The Competitive Market For A Comparable Period Of Time. 

‘9 Id. 
j 0  Id. at 11. 

j2 Id. 
j3  Id. 
j4  Id. 

Exh. APS-14 Guldner Direct at 4; Exh. S-2 Furrey Direct at 22. 
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Staff believes APS has adequately addressed how the levelized life-cycle cost of the proposed 

transaction compares with suitable alternatives available from the competitive market for a 

;omparable period of time. Specifically, APS has shown that the levelized life-cycle cost of the 

proposed transaction is lower than any expected offerings from suitable alternatives from the 

zompetitive market. Based on recent APS solicitations with merchant gas generators in the 

;ompetithe market, APS estimates the cost of existing natural gas generation to be $750 per kW, 

which produces a levelized life-cycle cost of about $91 per MWh, inclusive of transmission 

4PS estimates the cost of constructing new natural gas generation to be $1,357 per kW, inclusive of 

xansmission costs, which produces a levelized life-cycle cost of about $100 per MWh.56 At a 

levelized life-cycle cost of $85 per MWh, the proposed transaction is less costly than replacing Four 

Zorners with new or existing natural gas generation. 

[II. APS' REQUEST FOR AN ACCOUNTING ORDER. 

In addition to seeking authorization to pursue the acquisition of SCE's share of Units 4 and 5 

If Four Corners, APS seeks an accounting order that will authorize the Company to defer for future 

eecovery certain costs relating to the transaction, and provide assurance that APS may continue to 

'ecover the capital carrying costs, depreciation, decommissioning, mine reclamation, and other 

Ibligations that may arise with respect to Units 1 - 3.57 An accounting order is a rate-making 

nechanism for use by regulatory authorities that provides regulated utilities, in this case APS, with 

.he ability to defer costs that would otherwise be expensed using generally accepted accounting 

xinciples and further provides for alternative rate-making treatment of capital costs and other costs 

Jia creation of regulatory assets and l iabi l i t ie~.~~ Without authorization for such a mechanism, APS 

would have to expense any costs associated with this transaction in the period they were incurred.59 

A. The Circumstances in this Case Warrant the Commission Authorizing an 
Accounting order for APS. 

'' Exh. APS-13, Dinkel Rebuttal at 4. 
I' Exh. APS-8, Dinkel Direct at 5-6. 

" Exh. S-3, Michlik Direct at 3. 
'9 Id. 

Application at 23. 17 
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It is APS’ contention that the authorization of an accounting order in this case will address the 

timing mismatch between costs and benefits that occurs from when the proposed transaction closes to 

when APS is actually able to recover the asset in rates.60 In particular, APS asserts that its customers 

will see substantial long-term savings if the proposed transaction is approved, while APS will have to 

absorb significant short terms costs absent a deferral.61 In conjunction with the transaction, APS will 

face increased operating expenses associated with the additional ownership, will assume certain of 

SCE’s assets and liabilities which APS would record at fair value at the time of the acquisition.62 

APS estimates that these new costs would be approximately $70 million per year.63 APS believes 

that an inequity will result due to its PSA.64 Under the PSA mechanism, its customers will 

immediately benefit from the fuel savings that will result from the proposed transaction but will not 

be required to pay for the investment until it is ultimately placed in rate base at the conclusion of the 

Company’s rate case using a test year when SCE’s share is purchased.65 In addition, APS indicates 

that the accounting order must also include language that provides for the future recovery of costs 

associated with the closure of Units 1 - 3 in order to avoid the potential for immediate write-off of all 

or a portion of those costs upon closure.66 APS makes it very clear in its request that the deferral 

would not increase customer bills today, and would simply provide APS with a mechanism to ensure 

future recovery of the costs related to the acquisition and mitigate the impact of the transaction on the 

Company’s financial ~ondition.~’ APS cites to six prior decisions where the Commission has 

authorized APS to defer certain costs.68 

Staff analyzed APS’ request for authorization of an accounting order using three fundamental 

criteria:69 

1. Would APS incur irreparable economic harm absent an accounting order?” 

6o Exh. APS-14, Guldner Direct at 9. 
61 Id. at 8. 
62 Id. 
63 Id. 
64 Id.. 
65 Id. 
66 Id. at 1 1. 
67 ~ d .  at 10. 

69E~h.  S-3, Michlik Direct at 5. 
~ c i  at 10-11. 
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2. Would APS endure a significant inequity absent an accounting order?” 

3. What are the relative costs and benefits to ratepayers resulting from granting an 
accounting order? 

In applying these criteria to APS’ request, it is Staffs belief that this is both a qualitative as 

well a quantitative evaluation, and that ultimately the authorization of an accounting order is a 

variance from normal ratemaking.72 

Although Staff does not believe that absent an accounting order that APS would incur 

irreparable economic harm, the impact would nonetheless be ~ igni f icant .~~  In response to a data 

request the Company stated that denial of the accounting order, among other effects would cause 

APS’ return on equity to decline by 1 - a  YO significant reduction compared to the 9% return on equity 

APS states it earned during the 12 months ended September 30, 2010.74 

Furthermore, Staff believes that the proposed transaction does present some potential 

inequities to APS.75 However, the timing mismatch raised by APS by itself is not sufficient to 

warrant an accounting order. Specifically, Staff does not believe that the mere fact that APS will 

incur expenses associated with this transaction that will be lost absent an accounting order is a 

sufficient basis for authorizing an accounting order. Lost opportunities are a recognized and normal 

part of the regulatory f r a m e ~ o r k . ~ ~  Utilities regularly make plant investments and incur incremental 

costs between rate cases.77 The regulatory frame work assumes that these costs are offset by other 

regulatory benefits such as customer growth, depreciation expense, and operating eff i~iencies .~~ The 

mere existence of the lost opportunities for recovery of these costs does not warrant authorization of 

an accounting order.79 However, the cumulative effect of various factors such as the magnitude of 

70 Id. 
71 Id. 
72 Id, 

74 Id. 
75  Id. 
76 Id at 7. 

Id. at 7.  
78 Id. at 7. 
79 Id. 

Id. at 6. 73 

77 

12 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

the loss, timing of remedy, and impact on the utility and its ratepayers can cause inequitable 

circumstances that warrant deviation from the normal regulatory framework.80 

In this case while the absence of an accounting order, in Staffs opinion, will not cause 

irreparable financial harm, it will be significant.81 Further, APS continues to receive the minimum 

investment grade debt ratings, and APS and its ratepayers will benefit by maintaining or increasing 

its debt rating.82 Although Staff does not believe that APS’ current debt rating is in jeopardy, the 

consequence of a downgrade is potentially more costly than deviating from typical ratemaking and 

authorizing an accounting order. 

The timing of this transaction is also unfavorable for APS. According to APS the target 

closing date for this transaction is October 1, 2012, which is three months after APS anticipates the 

Commission will authorize rates for its currently pending rate applications. In other words, APS does 

not believe it will be able to include its increased ownership in rates, if this application is approved, 

until July 1, 2014. The timing of this transaction also supports the authorization of an accounting 

order.83 

Finally, the existence of the PSA provides additional support for the authorization of an 

accounting order.84 Although the PSA includes a 90/10 sharing mechanism under which APS 

absorbs 10 percent of increases over the amount included in base rates and collects 10 percent of 

decreases from the amount included in base rates from ratepayers, the mere existence of this sharing 

is not the basis for Staff recommending an accounting order. Four Corners Units 4 and 5 are more 

fuel efficient than Units 1 - 3. As a result, if APS acquires SCE’s share of Units 4 and 5 ,  this 

transaction will reduce fuel costs, most of which will inure to the benefit of the ratepayers. In other 

words, APS would absorb the incremental cost of the transaction while ratepayers receive the 

majority of the benefits.85 

Id. 
Id. at 8. 

82 Id. 
83 Id. 
84 Id. at 9. 
85  Id. at 9. 
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None of these issues individually warrant authorizing an accounting order. However, since all 

of these issues exist in this case, Staff recommends approval of APS’ request for an accounting order. 

However, as addressed below, the scope of the accounting order should be more limited than what 

APS is requesting. 

Staff notes that RUCO was the only other party in this case that addressed the Company’s 

request for an accounting order. Initially, RUCO opposed the Company’s request for an accounting 

order, but indicated that if the Commission was to authorize and accounting order it should include 

conditions similar to those adopted in Decision No. 67504.86 However, during the hearing RUCO 

modified its position, and it now recommends approval of an accounting order where necessary and 

B. The Scope of the Accounting Order Should Only Include the Additional Non-fuel 
Costs of Owning, Operating and Maintaining the Acquired Interest in Units 4 
and 5. 

APS initially requested the following accounting order language: 

IT IS THEREFORE ORDERED that Arizona Public Service Company’s 
request for an Accounting Order permitting it to defer and capitalize, for 
later recovery through rates, all non-fuel costs of owning, operating, and 
maintaining the acquired SCE interest in Four Corners Units 4&5 and 
associated facilities be, and hereby is, granted. Costs to be deferred 
include depreciation, amortization of the acquisition adjustment, 
decommissioning costs, operation and maintenance costs, property taxes, 
final coal reclamation costs, carrying charges, and miscellaneous other 
costs. The carrying charges shall be computed using the embedded cost of 
debt as of December 3 1, 20 10 and the 1 1 YO cost of equity used in Arizona 
Public Service Company’s last general rate case, at the ratio of 46.21% 
debt and 53.79% equity also set in that rate case. 

IT IS FURTHER ORDERED that Arizona Public Service Company shall 
reduce the deferral by non-fuel operations and maintenance and property 
tax savings associated with the closure of Four Corners Units 1-3. 

IT IS FURTHER ORDERED that Arizona Public Service Company shall 
be allowed to recover all unrecovered costs associated with Four Corners 
Units 1-3 and any additional costs incurred in connection with the closure 
of Four Corners Units 1-3. 

36 Exh. RUCO-1, Fish Direct at 3 1-32. 
37 Tr. Vol. IV at 579, 592. 
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IT IS FURTHER ORDERED that Arizona Public Service Company shall 
be allowed to defer a return on all of the deferred costs computed using the 
embedded cost of debt as of December 3 1, 2010 and the 11% cost of 
equity used in Arizona Public Service Company’s last general rate case, at 
the ratio of 46.21% debt and 53.79% equity also set in that case until the 
inclusion of any such unrecovered costs in rates in Arizona Public Service 
Company’s next rate proceeding.” 

IT IS FURTHER ORDERED that the accumulated deferred balance, 
including the related deferred return, associated with all amounts deferred 
pursuant to this Decision will be included in cost of service and rate base 
for ratemaking purposes. Nothing in this Decision shall be construed to 
limit the Commission’s authority to review such balance and to make 
disallowances thereof due to imprudence, errors or inappropriate 
application of the requirements of this Decision. 

APS is seeking to include in its deferral a carrying cost applied to all other deferrals and the 

:ompounded value of those carrying costs. However, it is inappropriate to allow carrying charges or 

.he compounding of those carrying costs. Staff believes that assessing the merits of an accounting 

xder involves both a qualitative and quantitative evaluation. Allowing APS to both defer the capital 

:osts associated with the purchase as well as applying a carrying charge inaccurately suggests that 

.hese factors can be identified and refined to a high degree.89 

Furthermore, regulatory lag, which the Company cites as a reason for authorizing the 

iccounting order, is a reason why the Company should not be able to defer capital costs and earn a 

*eturn on deferred amounts. The Company will actually be able to take advantage of regulatory lag 

mce the asset is placed in rate base and rates are set inclusive of the asset. Although the rates remain 

:onstant in between rate cases, the asset is depreciated and the cost of financing may go down even 

.hough the Company will continue to collect those additional capital costs from ratepayers.” This 

iver collection of capital costs compensates the Company for the “lag” that occurs when the asset is 

mchased but before it is placed in rates. Accordingly, Staff believes allowing for a deferral of a 

‘eturn and earning a return goes beyond finding a balance of interests between the Company and its 

‘atepayers and leans more towards providing a guarantee to the Company. 

Application Attachment B; Exh. S-3, Michlik Direct at 2. 
Exh. S-3, Michlik Direct at 10. 

18 

19 

‘O Tr. Vol. V at 905. 
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Staff recommends authorization of an accounting order with the following provisions: 

1. 

2. 

3. 

4. 

5 .  

6. 

That APS may defer, for future consideration of recovery through rates, all non-fuel 

costs of owning,” operating and maintaining the acquired SCE interest in Four 

Corners Units 4 and 5 net of non-fuel operation and maintenance and property tax 

savings associated with the closure of Four Corners Units 1 through 3; 

Denial of APS’ request for assurance of recovery for all unrecovered costs associated 

with Four Corners Units 1 through 3; however, APS shall account for those costs 

under the assumption that the Commission will continue to consider those costs 

available for future recovery unless and until otherwise determined (i.e., these costs 

should not be prematurely written off); 

Denial of APS’ request for assurance of recovery for any additional cost incurred in 

connection with the closure of Four Corners Units 1 through 3; however, APS shall 

account for those costs under the assumption that the Commission will continue to 

consider these costs available for future recovery unless and until otherwise 

determined (i.e., these costs should not be prematurely written off); 

Denial of APS’ request to apply a cost of money, Le., return, of any deferred amounts. 

That the authorization of a cost deferral not constitute a finding of determination that 

the deferred costs and proceeds are reasonable, appropriate, or prudent; that such 

authorization not be construed as providing any relief through rates with respect to the 

ultimate recovery of the above-authorized deferrals; and that such authorization not be 

construed to limit the Commission’s authority to review the deferred balance and to 

make any disallowances thereof; 

That APS prepare and retain accounting records sufficient to permit detailed review, in 

a rate proceeding, of all deferred costs and cost benefits as authorized above; 

Staff does not believe that carrying costs are costs of owning that should be included in an 
accounting order since they are recoverable in the context of a rate case. Tr. Vol. V at 105 I. 

)1 
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7. That APS prepare a separate detailed report of all costs deferred under this 

authorization and that APS include that report as an integral component of each of its 

general rate applications in which it requests recovery of those deferred costs; 

That APS file each January with Docket Control, as a compliance item in this docket, 

an annual status report for each preceding calendar year, of all matters related to the 

deferrals, and the cumulative costs thereof, with the first such report due no later than 

January 2012; and 

That the Decision in this matter becomes effective immediately. 

8. 

9. 

During the hearing APS agreed with these recommended provisions with the exception of 

provision number four regarding cost of capital. In addition, APS proposed alternative language that 

It prefers for provision number 

C. The Accounting Order Should Not Include a Deferral of Any Cost of Capital 
Associated with the Purchase of SCE’s Share of Units 4 and 5. 

The Company acknowledges that the central point at issue regarding the scope of the 

iccounting order in this matter is to what extent it includes the deferral of the cost of capital 

issociated with the purchase and a return on those amounts deferred.93 In support of its request to 

nclude a deferral of capital costs and a return on other deferred costs the Company cites to four other 

urisdictions where commissions have allowed for a deferral of capital costs.94 In addition, the 

2ompany cites to three Decisions from this Commission where APS claims the Commission allowed 

he Company to defer capital costs: Decision Nos. 55325, 55939, and 67504. 

Decision Nos. 55325 and 55939 are from the mid to late 1980’s and involve the construction 

if the Palo Verde Nuclear Generating Station (“Palo Verde”) Units 2 and 3. While Staff 

icknowledges that the Commission allowed APS to defer capital costs in the deferral orders granted, 

he circumstances surrounding the construction of Palo Verde are not comparable to the purchase of 

3CE’s share of Units 4 and 5 of Four Corners. An important distinction that the Commission has 

3ecognized in the past, that is equally applicable here, is that Palo Verde involved the construction of 

Tr. Vol. IV at 732, 757. 

See Exh. APS-15, Guldner Rebuttal at 1 1. 

12 

l3  Id. at 757. 
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1 power plant whereas the transaction in this case involves the purchase of an existing power plant.95 

Further, the Company acknowledges that Palo Verde involved billions of dollars and this transaction 

involves millions of dollars.96 In other words, the dollar amounts involved with Palo Verde would 

potentially have a significantly greater impact on APS than the dollar amounts involved in this case. 

The Company also cites to the more recent Decision No. 67504 (“PPL Sundance Decision”) 

in support of its request to include the deferral of capital costs as a component of an accounting order. 

[n that case, APS sought, inter alia, an accounting order associated with the purchase by APS of the 

Sundance Generating Station. 

authorized in the PPL Sundance Decision. In that Decision, the Commission indicated as follows: 

However, APS misinterprets the scope of the accounting order 

Once the prudently incurred costs of the Sundance Generating Station 
have been determined in the context of a rate case in which all factors 
have been considered, APS should certainly be authorized to earn a return 
on its prudent investment, but it should not earn that return retroactively 
to the acquisition date. Allowing a deferral of a return on the deferred 
balance in addition to deferral of the costs prior to the plant’s inclusion in 
rate base would unreasonably skew the benefits of regulatory lag in favor 
of the shareholders to the detriment of the ratepayers. As discussed above, 
once the plant is in rate base, APS will continue to earn a return on the 
plant after the plant’s actual retirement but before it is removed from rate 
base in a rate case.97 

(emphasis added). 

While Staff evaluates each case on its own merits, the Commission’s reasoning in the PPL 

Sundance Decision is equally applicable, and more comparable to this case than the much earlier Palo 

Verde decisions cited by APS. The dollar amounts at issue are more ~omparable.~’ They both 

involve the purchase of a plant and not the construction of a new plant.99 Further, APS acknowledges 

that there may be a time after SCE’s share of Units 4 and 5 are purchased and when Units 1 - 3 are 

still being recovered through rates even though they are retired.’” Further, the Company 

j5 Decision No. 67504 at 22. 
’6 

’7 ’’ 
Tr. Vol. V at 903. 
Decision No. 67504 at 30. 
The purchase price for PPL Sundance was approximately $189 million, and the purchase price for 
SCE’s share of Four Corners Units 4 and 5 is approximately $294. The construction of Palo 
Verde cost billions of dollars (Decision No. 67504 at 22). 
Decision No. 67504 at 22. ’9 

loo Tr. Vol. V at 890. 
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acknowledges that when an asset is placed in rate base, rates are not lowered as the asset is 

depreciated even though the cost of financing may go down."' So in this case, not only will APS 

ultimately be made whole due to regulatory lag and the timing of rate cases as it relates to the capital 

costs for the purchase of SCE's share of Units 4 and 5, but it will also continue to benefit from 

regulatory lag related to depreciation expense for Units 1 - 3 until they are ultimately removed from 

rate base in a future rate case. For these reasons, Staff believes that any accounting order authorized 

in this matter should not include a cost of capital as part of that deferral. 

D. 

APS suggests that Staffs proposed deferral language should be replaced with language that 

allows APS "to defer for later recovery the prudent and reasonable non-fuel costs of owning, 

operating, and maintaining the acquired SCE interest.. . . " ' 0 2  However, Staff believes its proposed 

Staffs Proposed Accounting Order Language is More Appropriate. 

deferral language is more appropriate in this case for several reasons. 

First, the language APS is seeking is the identical language that was used in a prior settlement 

This language was agreement that was adopted by the Commission in Decision No. 67744.1°3 

presumably constructed as part of the settlement and was based on a compromise between the parties 

and not a litigated proceeding. 

Second, while an accounting order, in general terms, may be a ratemaking tool, it should be 

tailored to the specific expenses sought to be deferred. The language that APS is recommending was 

for the deferral of remediation expenses associated with the removal of trees infested with bark 

beetles that were within falling distance of APS' power lines. While that language may have been 

appropriate in the context of a settlement agreement for tree removal expenses, Staff does not believe 

that same language is appropriate for the deferral of non-fuel costs of owning, operating and 

maintaining the acquired SCE interest in Four Corners Units 4 and 5.Io4 

Staff believes its proposed language is superior to that of the Company because it does not 

give the perception that there is a predetermination as to the recoverability of any deferred costs prior 

lo' Tr. Vol. V at 905 - 909. 
I O 2  Exh. APS-15, Guldner Rebuttal at 13. 
I O 3  Id. 
I O 4  Tr. Vol. V at 1067. 
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to them being considered in a subsequent rate case.Io5 However, Staff would also support the use of 

the deferral language set forth in Decision No. 67504 that “Arizona Public Service Company is 

suthorized to defer, for possible later recovery through rates.. . .” It is important to note that the 

purpose of an accounting order is to preserve the opportunity to have recovery of certain costs 

;onsidered in the future.’06 

[V. CONCLUSION. 

Staff believes APS has adequately addressed the five criteria required by the Commission in 

Decision No. 67744. Accordingly, Staff recommends that the Commission waive the moratorium in 

xder to allow APS to acquire SCE’s interest in Four Corners Units 4 and 5, if APS so desires.’07 

However, Staff is not recommending that the Commission approve the acquisition itself, nor is Staff 

naking any recommendation that APS should purchase SCE’s interest in Units 4 and 5.’08 

Staff further recommends that the circumstances surrounding the proposed transaction 

warrant Commission approval of an accounting order with the provisions identified in Section 111, 

mpra . 

RESPECTFULLY SUBMITTED this 30th day of September, 20 1 1. 

Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 
(602) 542-3402 

IO5 Tr. Vol. V at 1073, 1067. 
IO6 Exh. $3, Michlik Direct at 1 1. 
IO7 Exh. S-2, Furrey Direct at 4. 
I o *  Tr. Vol. V at 1037-1038. 
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